[image: image2.png]




SENATE ECONOMICS COMMITTEE 

New Business Tax System (Consolidation and Other Measures) Bill (No. 1) 2002

[image: image1.png]



Submission by The Institute of Chartered Accountants in Australia

4th November 2002 

Senate Economics Committee

Submission by The Institute of Chartered Accountants in Australia

1.  GENERAL COMMENTS:

1.1
Introduction
The Institute of Chartered Accountants in Australia (“ICAA”) welcomes the opportunity to provide input to the Senate Economics Committee on the New Business Tax System (Consolidation and Other Measures) Bill (No.1) 2002.

The ICAA, as the leading professional accounting organisation in Australia, is well placed to make this submission.  

· The ICAA represents some 31,000 members in public practice, commerce, academia, government and the investment community. Its members are advisers to businesses at all levels, from small and medium sized businesses to the largest global corporations operating in Australia.  

· Our members, particularly those in public practice and in commerce, are at the “coal face” of implementation of the Consolidation Regime, and we are hearing their concerns.

· We have active representation on all the consultation groups relating to the introduction of the Consolidation regime. Further we have discussed in detail the concepts and application of the Consolidation regime with our members.

We note that it was not possible to prepare an in-depth submission in the time frame given by the Senate Economics Committee. The request was received by the ICAA on 28 October 2002, a mere five working days before the due date of 4th November 2002. 

Some of the recommendations in this submission were included in the earlier submission made by the ICAA in relation to the Consolidation provisions in the New Business Tax System (Consolidation, Demergers and Value Shifting) Bill 2002.  

Our primary concern in relation to the Consolidation regime, namely its impact upon the small to medium enterprise (SME) sector was not acted upon.  For completeness we raise this concern again, together with some specific initiatives that we believe would go a long way towards addressing that concern.

1.2
The ICAA's In-Principle Support for the Consolidation Regime 

The ICAA supports – in-principle - the concept of the Consolidation regime as implemented in this Bill and the previous two Bills (which have now been enacted).  We believe that the introduction of the Consolidation regime is a positive step in relation to the current tax reform process and that it will provide real benefits to business efficiency in Australia, by allowing for effective tax restructuring for Australian businesses and reducing compliance burdens once the initial set up is completed.

However we have some very serious concerns in a number of respects, which we believe need to be addressed as a matter of urgency.  These are outlined below.

2.  SOME IMPORTANT CONSIDERATIONS

2.1
Don’t underestimate complexity of entering into Consolidation regime

The complexity of entering into the Consolidation regime must not be under-estimated, particularly for businesses in the small to medium enterprise (SME) sector and their advisers.  

We have not suggested a specific definition for the SME sector, but strongly recommend it match a threshold that already exists for tax purposes, eg the $5 million “maximum net asset value test” in Subdivision 152-A Income Tax Assessment Act 1997 (CGT small business relief).  There needs to be further consultation regarding the appropriate criteria.
· Tax advisers face a very challenging time getting “up to speed” with the technical aspects of the Consolidation legislation.  Even corporate tax specialists are finding it a challenge – for the more generalist practitioners servicing the SME sector, the legislation is overwhelming.  Furthermore, due to the uncertainty of whether the Consolidation legislation would be enacted, and the extremely heavy day-to-day tax compliance workload faced by practitioners, anecdotal evidence suggests many have not even started to think about its implications for their clients.

· The practical implementation process of entering the Consolidation regime is very involved, even for small corporate groups.  Businesses need to gather a large amount of financial data dating back many years, undertake valuations of assets and subsidiaries, and undertake potentially very complex calculations in relation to asset values and carry-forward losses.  The necessary systems changes for ongoing compliance with the new regime also require careful planning. 

2.2
ICAA supports Opposition comments regarding SME transition extension

During the second reading of the New Business Tax System (Consolidation, Value Shifting, Demergers and Other Measures) Bill, Senator Conroy stated:

“The opposition believes that [the preparedness of the SME sector for the introduction of the Consolidation regime] is a serious concern and calls upon the government to re-examine its transitional arrangements for small business. Options were provided to the committee to lessen this initial impact on small business by providing a permanent small business carve-out from the consolidations regime or by extending the transitional period by another year. In the absence of detailed consideration of the full ramifications of these proposals, the opposition is not in a position to endorse either option. However, it is a particularly pressing issue in light of concerns raised with the committee regarding the extra compliance costs imposed by the new value-shifting regime as well.”

The ICAA fully endorses these comments for the reasons outlined at “APPENDIX 1 –EXTENSION OF THE TRANSITIONAL PROVISIONS FOR THE SME SECTOR”.  In addition, the ICAA proposes a number of initiatives below which we believe will go a long way towards easing burden of entering the Consolidation regime for SMEs.

2.3
Implementing the Consolidation regime is expensive, even for SMEs

The costs involved in the preparation for and the implementation of the Consolidation regime is substantial. At “APPENDIX 3 – PROCESS REQUIRED FOR ENTRY INTO CONSOLIDATIONS REGIME AND ESTIMATED COSTS” our preliminary and conservative costing for a simple entry into the Consolidations Regime suggests minimum implementation costs of $8,000. 

2.4
Treasury costing of Consolidation regime should be revised 

Treasury has valued the cost to Revenue of entities entering the Consolidation regime of $1 billion. Treasury has not quantified how this number was arrived at. However the ICAA is concerned that, assuming this was a correct estimation initially, this is an overstatement based on the changes that have occurred to the regime since this valuation was made. 

· Firstly the granting of an additional year to enter the Consolidation regime will have deferred the cost to Revenue. As a rough calculation, based on a 5% cost of funds and premise that most entities take advantage of the extension, this is a saving of $50 million. 

· Secondly the loss integrity measures were introduced to prevent duplication of losses while we waited for the Consolidation regime. These savings should be included in calculating the cost of the Consolidation provisions. We are concerned that such savings have not been accounted for. 

· Thirdly, and of particular significance, much of the “upside” of the regime for taxpayers as heralded when the Exposure Draft was first released has since been parred back by a range of amendments. Examples include the fact that trading stock is now a retained cost base asset (and so no uplift in its tax value is allowed) and that where there is a loss recognised in the setting of the tax value of assets, it is always provided in the form of a capital loss, which requires a capital gain to be utilised.

2.5
Other Technical Issues

While the ICAA offers in-principle support for the Consolidation Bills there are a series of technical issues that still need to be addressed. These items are being worked through as part of the Consolidation Law Joint Design Team and Administration & Assurance Joint Design Team consultation process (with representatives from Treasury, the ATO, professional bodies and external practitioners), a process that the ICAA strongly supports. 

Accordingly, the ICAA does not believe that any of these issues should stop the Senate Economics Committee from recommending this Bill be passed.  However we do regard it as critical that this consultation process continues well into 2003 and is properly resourced until all significant technical issues are resolved.

3. ICAA RECOMMENDATIONS

1. Pass this and all subsequent Consolidation-related Bills as soon as possible to minimise confusion and uncertainty 

2. Do not introduce a complete “carve out” from the Consolidation Regime for the SME sector, with existing “grouping provisions” (inter-company loss transfers, CGT asset rollovers etc) retained.  The ICAA believes that the existing “grouping provisions” are themselves very complex and not always correctly applied by the SME sector.  The replacement of these by the Consolidation Regime will ultimately simplify tax compliance on an ongoing basis for SME corporate groups, it is the implementation process that is most problematic.  For this reason we suggest the initiatives outlined below to streamline and simplify the transition process for SMEs.

3. Extend the current 12-month transitional period for a further 12 months to 30 June 2004 for the SME sector.  That is, the existing “grouping provisions” should remain in force for SMEs until the group consolidates up to 30 June 2004. 

4. Extend the existing transitional option to retain existing tax asset values for an indefinite period for SMEs (the “stick or spread” option).  The ICAA believes that many SMEs are currently unaware of the disadvantages of not consolidating, and it may take 3-4 years before they realise it is in their interests to do so.  

· Being able to maintain existing asset values will simplify and ease the burden of the transition process.  

· Any Revenue implications of extending this concession should not be significant, as we predict businesses will be adopting asset values on the basis of minimising complexity rather than being selective and opportunistic.

Further discussion in relation to this recommendation can be found at “APPENDIX 2 – REASONS FOR EXTENDING THE “STICK OR SPREAD” METHOD REGARDING ASSETS FOR SME’S INDEFINITELY”.

5. Use of “de minimus” exemption thresholds for at least some of the steps in calculating the group’s ACA to streamline and simplify the implementation process.  As a suggestion, if the relevant figures are less than say $50,000 on a group basis, then the step should be optional.  We believe this initiative should apply to all businesses, not just SMEs.    

6. A request is made of Treasury for an amended costing of the provisions of the Consolidation regime based on the revenue collection that has occurred due to other related measures and the changes that have been made to the provisions themselves since the initial costing. 
The ICAA believes that Recommendations 3 – 5 can be incorporated into the existing Consolidation legislation quickly and with relative ease.  We strongly recommend that there be further consultation (eg with members with the Consolidation Law Joint Design Team, of which the ICAA and other professional bodies are members) to work through the precise details.
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APPENDIX 1: EXTENTION OF THE TRANSITIONAL PROVISIONS FOR SME SECTOR

A1.1
The Importance of Certainty

Our experience is that many of our members that work within and are advisers to the small and medium enterprise (SME) sector have not begun to seriously address the effect that the Consolidation regime will have on the their business, even though it retrospectively takes effect from 1 July 2002. Primarily this is due to the uncertainty, until recently, regarding whether the legislation would in fact be passed by Parliament. The mere fact that this Bill is before the Senate Economics Committee is an indication that this uncertainty continues.

It is important that the actions of the Senate in relation to the Bill do not continue to cause uncertainty about the commencement of this measure, which has been broadly and publicly exposed in principle, with various exposure drafts and draft explanatory memoranda delivering on the regime as recommended by the Ralph Review of Business Taxation.

Businesses and their advisers are currently overloaded with tax compliance and administration due to the increased burdens of the New Tax System introduced in the last two years, are have been reluctant to undertake the massive task that is required to prepare for entry into the Consolidation regime without knowing for certain that it would be passed by Parliament and what the details of the rules are. 

Even with this Bill before the Senate, the Assistant Treasurer has indicated that a fourth Bill will be released in December 2002, and further amending Bills likely in 2003. With such a level of uncertainty many business and their tax practitioners have not even begun the process required to enter into Consolidation.

A1.2
Consolidation Is Not Really Optional

Although the Consolidation regime is touted as being optional, on a practical level most corporate groups will be forced to consolidate due to the removal of existing “grouping provisions” which enable inter-company loss transfers, CGT asset rollovers and the intercorporate dividend rebate.  Furthermore, harsh new ‘integrity’ rules – the General Value Shifting Regime – will place a significant additional compliance burden on corporate groups if they don’t consolidate.

A1.3
Tax Advisers Overwhelmed

It must be remembered that the vast majority of SME businesses are totally reliant on their tax advisers – they do not have expertise “in house” as is often the case for large corporate groups. 

These tax advisers face a very challenging time getting “up to speed” with the technical aspects of the Consolidation legislation.  Even corporate tax specialists are finding it a challenge – for the more generalist practitioners servicing the SME sector, the legislation is overwhelming.  

In the implementation of the New Tax System, the tax compliance obligations created for the business community was vastly underestimated, and most of that workload has been passed on to tax practitioners. For the last two years they have struggled to meet unrealistic compliance deadlines, exacerbated by a myriad of ATO systems shortcomings. There has also been poor support to practitioners by the ATO, via their call centres and in the provision of access to client transactional information. 

Our members’ most common complaint is that they currently cannot keep up with this increased workload. They are spending all their time meeting compliance deadlines, and this together with the uncertainty surrounding its enactment means many have not had time to read the Consolidation legislation and think through the implications  

A1.4
The Implementation Task is Massive

The process for preparing to enter into the Consolidation regime is a massive undertaking.  Many tax specialists who are now focusing on it regard the work required of tax and accounting staff to be equal to the task of implementing the Goods & Services Tax. 

To analyse all the consequences of this fundamental shift in the tax treatment of corporate groups is a process that even for small and medium enterprises may take hundreds of man-hours. 

To undertake the necessary calculations, businesses must collect a vast amount of financial data, often dating back many years.  A detailed analysis of both financial and tax-related information must be undertaken.  The tax value of every asset a group of companies may change and an analysis and market valuation of every significant asset may be required.  The calculation of the adjustment in relation to over-depreciated assets requires a calculation to be performed on an asset-by-asset basis in relation to its market value and existing tax values. This task alone will require significant cost and time for corporate groups and their tax agents.

This highlights the need for an ongoing refinement of the rules to allow efficient compliance, such as the “de minimus” exemption proposed by the ICAA (Recommendation 5). 

A1.5
The Importance of Education

Although the ATO has undertaken a series of training session up to this point in time, it has hardly been enough given the nature of the changes that are about to occur. This has been especially true in relation to the small and medium enterprise sector. 

Due to the delays in passage of the legislation, the Consolidation Reference Manual, which is the primary source of ATO education on the Consolidation regime, currently does not include the provisions of this Bill or the second Consolidation Bill. 

We understand that the ATO will be scaling up its education program, however the ICAA is concerned that there simply isn’t the time for tax practitioners to firstly get “up to speed” with the legislation and secondly work through an implementation plan with their clients, and still do this within the current transitional period.

APPENDIX 2 – REASONS FOR EXTENDING THE “STICK OR SPREAD” METHOD REGARDING ASSETS FOR SME’S INDEFINITELY

A2.1
Benefits of entering

The SME sector will receive the smallest benefit from entering into the Consolidation regime. Further, there will be groups that currently do not use the grouping provisions but may want to at some time in the future.  The ICAA is concerned that the SME sector particularly does not fully appreciate (a) the future disadvantages of not consolidating, and (b) the concessions available for groups that consolidate during the transitional period. They are under the impression that entering into the Consolidation regime is optional, although for the reasons outlined above this is not the case on a practical level

The “Stick or Spread” method, which enables groups to chose to retain the existing tax value of assets, will be of particular assistance to the SME sector.  However, the ICAA is concerned that many SME businesses will only appreciate the advantages of consolidating after the transitional period has ended.  

Retaining the “stick or spread” method for the SME sector indefinitely can easily solve these issues.  The ICAA believes this will to a long way to simplify and ease the burden of the transition process for SMEs.  As outlined below, be believe the Revenue implications of extending this concession should not be significant, as we predict businesses will be adopting asset values on the basis of minimising complexity rather than being selective and opportunistic.

A2.2 Why not a total carve out for SMEs?

The ICAA does not believe that there should be a full “carve out” from the Consolidation regime for the SME sector, allowing them to continue using the existing “grouping provisions” (loss transfers, CGT asset rollovers, dividend rebates). This would mean the parallel running of two systems adding to administrative complexity. 

Further the ICAA suspects that the SME sector sometimes struggles to properly comply with these provisions, which are often complex.  The ICAA believes that replacing the current grouping provisions with the Consolidation regime would in fact be beneficial for SMEs on a long-term ongoing basis. 

The ICAA believes that it is the implementation process of entering into the Consolidation regime that the SME sector will most struggle with, and we believe this can be better addressed by the other initiatives we have suggested in this submission.

A2.2
Costs of introducing this extension for SMEs

It is unlikely that this will be a large cost to revenue for the following reasons:

· The stick method will be used by SMEs where they do not want to undertake valuations and the other administrative efforts that go with the spread method. The ICAA predicts that in most cases the group will retain existing asset tax values on the basis of easier compliance, and not in a selective or opportunistic manner.  

· Even for those entities that do the analysis and choose the method that gives the best tax result, as this extension would apply only to the SME sector it is unlikely the tax benefit would be of any magnitude.

· Finally, many tax benefit that will be gained will be just a deferral of the gain that would have been achieved had the entity entered into the Consolidation Regime during the current transitional period.

 APPENDIX 3 – PROCESS REQUIRED FOR IMPLEMENTATION OF CONSOLIDATION REGIME AND ESTIMATED COSTS

The ICAA suggests the following figures as a very preliminary and conservative estimate of the cost to a simple SME group of entering into the Consolidation regime. It should be noted that if there is not a group of companies and trusts that are 100% owned then the process and costings below will not apply as it will not be possible to enter into the Consolidations regime.

The following are the steps that must be undertaken to prepare for consolidation, the tasks involved in each step and the potential cost of the work involved. We have made the following assumptions:

· The tax agent charges $100 an hour (a particularly conservative figure); and 

· The group consolidating is made up of a head entity and two subsidiaries in a chain.

	Step Name
	Activities included
	Costs

	Initial Training
	Having an understanding of the provisions so that business decisions can be made in the light of the Consolidation regime.
	$500 (attendance at a training seminar) (5 hours)

	Eligibility
	Assessing what entities can enter into the Consolidation out of the three entities in the group identified above.
	$100 (1 hour)

	Losses
	Assessing what carried forward losses in the two subsidiaries can be transferred to the head company on Consolidation and then assessing the relative market values of each entity so that the availability of the losses can be assessed.
	Analysis $500 (5 hours)

Valuation $1,000 (done by valuer)

	High Level Modelling of Stick v Spread
	Calculating the cost base or tax value of every single asset that the two subsidiaries hold (it will be unlikely that such figures have been kept for any assets apart from revenue and depreciable assets). Using “estimate” market valuations the stick and spread decisions are applied to the highest subsidiary to work out which gives the best result. This process is then done to the lower subsidiary based on the results of the above subsidiary.
	Cost base calculations $1,000 (10 hours)

Estimate Market Values $150 (1.5h)

Stick v Spread Sub 1 $750 (7.5h)

Stick v Spread Sub 2 $750 (7.5h)

	Obtaining Market Valuation
	If either of the two entities decides to spread market valuations will be required. Assuming that the safe-harbour valuations are used where appropriate the entity may still need to get market valuations for property and other assets (i.e. non listed shares).
	$2,000 (This would be the reasonable cost for valuing a commercial property)

	Final Asset Value Analysis
	With the new market valuations the new tax values can be finally calculated.
	$250 (2.5 hours)

	Franking Account
	The franking accounts of all the entities now must be consolidated into on franking account.
	$100 (1 hour)

	Assessing which date is best to enter into Consolidation
	As the transitional period is some 12 months long, there may be advantages or disadvantages in entering at different times therefore modelling of these times will be required
	$200 (2 hours)

	PAYG Issues
	Tax payments will be made by the single entity instead of the group now and changes to various IASs and BASs will be required.
	$100 (1 hour)

	System Changes
	Changes to accounting packages, including the entry of restated adjustable values for all depreciable assets. 
	$200 (2 hours)

	Restating Deferred Tax Balances
	The tax balances carried in the balance sheet of each entity must be restated as all the temporary differences now appear in the head entity.
	$100 (1 hour)

	Preparation to Tax Sharing Agreement
	Preparing and signing tax sharing arrangements for all of the three entities
	$200 (2 hours)

	Notification
	Completing the ATO’s notification information
	$100 (1 hour)

	
	TOTAL COST
	$8,000 (50 hours and $3,000 by a valuer)
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